A weakly regulated banking sector is costly notably in the context of emerging-market economies characterized by transitional financial systems. Political and institutional forces play an important role in explaining the inability to implement proper banking sector regulations over significantly time periods. The Turkish experience in the aftermath of capital account liberalization leading to the liquidity crisis of 2000 and 2001 have been utilized as a case study for highlighting the relevance of political and institutional variables in the process of bank regulation. In specific terms, the role that the banking system has played as an avenue for politically generated rent distribution has received primary emphasis. Three major dimensions of the Turkish banking sector in the 1990s have been underlined including the importance of the public banks' duty losses, politicization of new bank entry and the negligible presence of foreign banks. These characteristics are explained by a) the direct involvement of the political authority in the regulatory process; b) the absence of incentives for banks under surveillance to restructure themselves; and c) low priority attached to bank regulation on the part of the regulatory authority in the presence of multiple and conflicting objectives. Finally, attention is drawn to the key role that the external anchors play in facilitating significant regulatory reform.
Introduction
Recent episodes of financial crises in emerging markets progressively highlighted the importance of a sound and well functioning banking sector for macroeconomic stability and sustainable economic growth. The Asian crisis of 1997 in particular drew attention to the fundamental role that a deficient banking system could play in terms of generating major financial crises with devastating repercussions on the real economy and with significant possibilities of contagion in an emerging market context. The recent twin economic crises experienced by Turkey in 2000 and 2001 illustrated in a rather dramatic fashion the strong correspondence between a poorly functioning and under-regulated banking system, on the one hand, and the sudden outbreak of macroeconomic crises on the other. Indeed, the Turkish experience shows that both public and private banks can contribute significantly to the outbreak of economic crises. In retrospect, it may be argued that private commercial banks Indeed, financial reform involving interest rate deregulation constituted one of the earliest components of Turkey's neo-liberal experiment that dates back to January 1980. Capital account liberalization also started in 1980, proceeded in discrete stages and culminated with transition to full convertibility of the Turkish Lira in August 1989. Looking back and taking into consideration the recurrent crises in the post-1990 era, it is fair to argue that neither financial sector liberalization nor the opening up of the capital account has produced the desired outcomes in terms of creating financial deepening and a sustained growth trajectory.
The deficiencies of Turkey's neo-liberal experiment have been widely discussed and documented.
2 Our primary concerns in this study are twofold. First we want to document the interrelation between endemic budget deficits, government ownership in the banking system and the pervasive failure to provide proper regulation of the banking system as a whole.
1 The strong link postulated between the health of the banking sector and vulnerability to economic crises does not imply that this is the only element, which contributed to the onset of the twin economic crises in Turkey. Indeed, other influences were at work. For a comprehensive discussion of these mechanisms see . 2 See, among others, Alper and Onis (2001) , Onis (1998) and Cizre-Sakallioglu and Yeldan (2000) .
Secondly, we would like to account for the resilience of the structure described up to the point where a major economic crisis rendered a drastic change inevitable. Arguably, unless the system had reached a state of complete collapse, the forces of resistance against the parallel processes of banking and overall macroeconomic reform would have remained largely intact.
We underlined three major traits of the Turkish banking sector in the 1990s. These are 1) the negative repercussions of the public banks' duty losses which assumed special significance after the crisis and the associated stabilization program of 1994; 2) the granting of new bank licenses on the basis of political criteria and the resultant negative ramifications; and 3) the limited presence of foreign banks in the Turkish banking sector. We account for these characteristics on the basis of the following political and institutional forces. Firstly, the political authority is directly involved in the regulatory process. Secondly, the banks under surveillance lack the incentives needed to rehabilitate themselves. Thirdly, the regulatory authority places low premium on bank regulation due to the presence of multiple and conflictive objectives. Furthermore, we draw attention to the key role that the external anchors perform in facilitating significant regulatory reform.
The paper is organized as follows. The case for regulating banks taking into account the special attributes of these institutions is explored in section 2 by recourse to the theoretical literature. Implications regarding the direct and indirect presence of the state in the banking system are analyzed in section 3. This is followed in section 4 by a detailed overview of banking sector developments in Turkey in the post 1990 era. The domestic political economy of regulatory failure in the banking sector is investigated in section 5. This section highlights the complexities of constructing a regulatory state in an emerging market environment in the presence of acute distributional conflicts. Attention then shifts to the role of external actors in the process of constructing a regulatory state with special reference to the banking system in section 6. The key role played by the IMF in this process is underlined in this particular section. Concluding observations are presented in Section 7.
The Need for Regulation as a Precondition for Effective Banking Sector Development
A well-functioning market economy requires a certain legal and institutional infrastructure.
More specifically a well-functioning banking system, which is a critical component of such a market economy since it provides liquidity insurance and monitoring services to depositors, requires a strong regulatory infrastructure. Not surprisingly, banking is one of the most regulated industries in the world. The vast literature on the desirability bank regulation provides broadly two major reasons why the banking sector should be regulated. 3 The first one is the existence of systemic risk, that is, there is strong evidence suggesting that left to themselves, banks are subject to periods of instability and contagion which generally result in costly restructuring. The second reason that calls for regulation of the banking sector is the existence of asymmetric information problem and the inability of small depositors to monitor banks.
The problem of systemic risk may be illustrated as follows. Because banks provide liquidity insurance and maturity transformation service, and there exists information asymmetry about the liquidity structure of banks' assets, banks are, by definition, vulnerable to bank runs that may result as a result of pure panic or some aggregate shock. Since each bank is an integral component of the payment system and failure of one bank can bring about a domino effect on the other solvent and profitable banks. This situation may be very costly to the economy because it may lead to premature liquidation of assets and call back of loans to otherwise productive investment projects. The existence of the systemic risk may justify the existence of a lender of the last resort, generally the central bank and the existence of deposit insurance.
However, these two proposed solutions bring along the problem of moral hazard. In such situations, banks may have incentive to be illiquid and take on risky projects at the expense of the tax-payers.
4
The 1997 banking crises experienced by Asian economies vividly demonstrate the problem of systemic risk. The existence of such systemic risks clearly provides strong arguments for regulation involving liquidity and capital adequacy 3 The issues of whether or not banks should be regulated and what the optimal banking sector regulation scheme ought to look like have been explored extensively in the literature. However, there is no consensus on the answers to these issues. For a detailed analysis, see Dewatripont and Tirole (1994) ; for an extensive survey of literature, see Santos (2000) . 4 Fair pricing of the deposit insurance as well as cost of borrowing from the lender of the last resort are also issues that are non-trivial.
requirements. Supervision of banks and especially timely information about the true capital position of "weak banks" are very important. Based on the supervision, the regulatory authority, at each point in time, should be able to decide whether to intervene and contain the first "domino".
The second argument for the regulation of banks relates to the inability of the small depositors to monitor banks--also called the representation hypothesis by Dewatripont and Tirole (1994) .
According to this argument, the specificity of banking firms originates from the fact that small depositors or other financial institutions mainly hold their debt. The small depositors may have neither the incentive nor the competence to collect information about the asset quality, capital adequacy of the bank or intervene into the bank management. The free riding gives rise to a need for the regulatory agent to act as a public representative of depositors.
International adoption of a common measure of solvency (Cooke ratio) following the 1988
Basel Accord is a very important development for bank regulation in terms of establishing a healthy competition in banking while paying special attention to sufficient capitalization at any time. The initial Accord only considered the credit risk abstracting from market risks.
Over time certain amendments were made to account for the initially unconsidered risks and financial innovation (see. Santos. 2000) .
5
Effective regulation is likely to be particularly important in the context of "transitional financial systems". A transitional financial system may be distinguished from a heavily controlled or repressed financial system, on the one hand, and the highly developed financial systems that exist in advanced economies on the other. A key feature of such a system is that market liberalization proceeds rapidly in the absence of an effective legal and institutional infrastructure. Intermediate regimes of this kind that we typically observe in emerging market economies such as Turkey, Mexico or Argentina, in turn, are characterized by a fundamental asymmetry. Under normal conditions, the financial system, in general, or the banking sector, in particular, tends to make a limited impact on the development of the real economy. Yet, a major financial crisis induced by a series of bank failures, for example, can have a devastating negative impact on real economic performance. This fundamental asymmetry clearly highlights the need to develop a strong regulatory framework for the banking sector from the point of view of both crisis avoidance and long-term economic growth.
Government Ownership of Banks and Its Broader Implications for

Banking Sector Development
The large share of public banks constitutes one of the striking characteristics of the Turkish banking system. Prior to entering into the details of the Turkish experience, it might be instructive to explore the broader relationship between government ownership of banks and longer-term economic performance. A careful reading of the literature points towards the presence of two opposing views.
According to the first view, the government ownership of banks constitutes a favorable phenomenon. In the early stages of economic development where capital is extremely scarce, the government could play an important role in economic development by providing a big push to financial development in the first place. The underlying assumption here is that financial development is a prerequisite for successful industrialization. Government ownership of banks is important in this scenario in terms of enabling the government both to collect savings and to direct them towards strategic long-term projects. This is the kind of perspective associated with the developmentalist view as reflected in the contributions of early structuralist development economists such as Gerschenkron, Lewis and Myrdal. In fact the primary role attributed to public banks formed a component of the broader perspective emphasizing the leader role of the state in terms of overcoming market failures particularly in the early stages of economic development. In line with this broad, perspective government ownership of banks becomes particularly attractive in terms of lengthening the maturity of deposits that in turn facilitates longer-term lending for rapid development. In the absence of government ownership, and considering the risks confronting private banks and the non-bank public, deposits are likely to be characterized by short maturities with negative consequences for longer term lending.
A more recent strand of literature counterbalances the emphasis on the positive aspects of the government ownership of banks. This new strand could be classified as the neoclassical political economy perspective and is associated with the contributions of such economists as Kornai, Shleifer and Vishny. The basic argument presented by the neoclassical political economy perspective is that government ownership of banks politicizes resource allocation, softens budget constraints and lowers economic efficiency. The logical corollary of this perspective is that government ownership of banks is undesirable since it provides perverse incentives in terms of enabling the government to finance economically inefficient but politically desirable projects. 6 We would like to suggest the following synthesis of the two opposing perspectives. The developmentalist view is likely to be more applicable in economies in the early or take-off phase of economic development. As economies develop over time and reach a certain maturity threshold, the neoclassical political economy perspective assumes increasingly greater relevance. This synthesis in turn embodies a major policy implication, namely, privatization of public banks once a certain stage of development is reached. This is not to suggest that there is a need for complete withdrawal of the government from the banking system. What is needed is a transformation of government's role from direct ownership to indirect regulation of the banking system and the economy at large. In somewhat different terminology, this process could be described as a transition from "state capitalism" to "regulatory capitalism".
Recent empirical evidence, based on a cross-section data for a large number of countries, tends to provide a picture that is quite consistent with the neoclassical political economy perspective. The following results are rather striking and deserve emphasis: ceteris paribus
• the higher the government ownership of banks, the lower the subsequent financial development; • the higher the government ownership of banks, the lower the economic growth;
• the higher the government ownership of banks, the lower the productivity growth largely implying that the government ownership of banks misallocated resources. 
Banking Sector Developments in Turkey in the Post-1990 Era
Banking sector developments exercised a profound influence over Turkey's macroeconomic performance during the 1990s. 9 In fact, the relationship between distorted banking sector development and macroeconomic instability is a bi-directional phenomenon. Macroeconomic instability, in turn, has clearly aggravated the prevailing distortions in the banking sector.
Rather than attempting to provide a comprehensive overview of Turkish banking sector during the period, we would like to highlight some of the key characteristics of the sector that has been instrumental in the creation of macroeconomic disequilibria. Three key elements of varying degrees of importance deserve emphasis in this respect: a) the distortions induced by the predominance of the public banks in the system; b) the dilemmas posed by "open positions" and politicization of new entry in the realm of private commercial banks; c) negligible entry of foreign banks into the sector. 10 What is important for our purposes is that the underlined three broad characteristics made the system highly vulnerable to macroeconomic crises and contributed to an inefficient pattern of longer-term development at the same time.
A cursory examination of the data on the shares of public banks in total assets and deposits of the banking system portray the significant weight of public banks in Turkey in the overall banking structure. (Table 1 ) It is a well-established fact that public banks create major distortions in the sector notably in the aftermath of the 1994 crisis. These banks have created an uneven playing field in the banking sector due to the fact that both their borrowing and lending operations have been politicized. It is fair to argue that these institutions have emerged as major instruments of rent distribution in the political process. Indeed the reported level of the profitability reflects to a greater extent the administrative decisions as opposed to the performance of those banks conducting the market activities. 11 Their capitalization, liquidity and profitability have in part, been heavily undermined by directed lending at subsidized rates to favored sectors. In addition, public banks have been adversely affected through their interaction with the Treasury. The concept of duty losses became an increasingly fashionable term in the discourse of late In fact, this tendency is not unique to commercial banks but appears to be a characteristic of the corporate sector as a whole. Indeed, the annual surveys undertaken by the Istanbul Chamber of Industry concerning the performance of large industrial establishments in Turkey revealed that during 1990s an increasingly high proportion of profits were due to "non-industrial" namely, financial activities involving holding of government securities. 13 Foreign exchange denominated deposit accounts received net returns of 20-30% on an annual basis. The weakness of regulation is also vividly portrayed by the inability of the authorities to tackle effectively moral hazard problem associated with the introduction of the 100% deposit insurance scheme, since the 1994 crisis. Originally this was conceived of as a strictly temporary measure t to calm the panic in the financial markets and to avoid bank runs during the 1994 crisis. What is striking for our purposes however, is that the authorities lacked political incentives to remove this apparently "temporary" measure. Weak regulation manifested itself on two additional accounts. Firstly, it was obvious that foreign banks were unwilling to participate on a meaningful scale in a system characterized by weak and uncertain regulation. Secondly, the authorities made limited or no attempt to deal with the pervasive problem of connected lending associated with strong organic links characterizing the relationship between the banks and holding companies. 17 It is recognized that ceilings on 15 See Ersel (1999) . 16 The superior performance of foreign banks during the 1990s is documented in . 17 On the dominant tendency on the part of holding companies to utilize their own banks for internal financing purposes, see Denizer et al. (2000) . The effectiveness of the regulatory apparatus was hampered however due to a number of interrelated influences. Firstly the process was heavily politicized due to the direct involvement of the Minister responsible. In other words, the regulatory authority lacked the kind of autonomy needed to undertake difficult decisions. What is significant is that the 18 On the evolution of the legal framework governing banking regulation in Turkey, see Canevi and Cetinkaya (2001) . 19 Banks had to disclose information about their balance sheets to the Central Bank on a regular basis. This information is also useful to the Treasury in terms of monitoring liquidity, credit and interest-rate risks.
bureaucrats involved, lacked the power and the incentives needed to confront both the politicians and the banking lobbies resisting regulatory action. Their preference in this environment to adopt a course of "regulatory forbearance" or a stance of inaction considering the costs of intervention involved. From a bureaucratic point of view, an active and interventionist regulatory stance would invite direct confrontation with individual banks that could often exercise significant political influence. In a political environment characterized by a weak and fragmented party system, and unstable coalition governments, the Minister involved also lacked the power and incentives needed to initiate regulatory action. 21 In such an environment the optimal strategy for politicians, was to delay actions leading to significant current costs in terms of generation of output and employment losses. Needless to say, this course of inaction led to significant negative repercussions on the future course of social welfare. Indeed, the political arena during the 1990s was characterized by a severe "myopic bias" in terms of implementation of macroeconomic policy. It was not surprising for policymakers to treat the institutional structure as given in this context, given the costly nature of the transformation process.
Secondly, the designed regulatory framework offered few incentives for banks in trouble to seriously restructure themselves in the rare cases where regulatory authority was decisive enough to place them under surveillance. This paradoxical tendency may be explained by the fact that measures to rehabilitate the banks included such favorable conditions as tax breaks and exemptions from meeting the reserve requirements. 22 It might even be argued that certain under-capitalized banks found it advantageous to be placed under Treasury's surveillance given the benefits involved. A key element that needs to be emphasized is that the process of being placed under Treasury's surveillance was based for obvious reasons on secrecy. Yet, negative counterpart of this scenario was the lack of any kind of transparency (aggravating the moral hazard problem, especially after 1994 when the deposits are insured by 100%) and accountability that could have induced effective regulatory action.
Thirdly, attention may be drawn to the fundamental conflict of objectives that characterized Treasury's operations. Whilst the Treasury was the primary institution responsible for banking 20 The subsequent operation of the bank is governed by article 64, which empowered the minister to undertake appropriate measures to improve the condition of the bank. 21 For an analysis of the fragmented political environment of Turkey during the course of the 1990s, see Onis (2000) . 22 For a comprehensive discussion of these perverse tendencies, see Denizer et al (2000) .
sector regulation, banking sector regulation for the Treasury was a secondary function, rather than overriding objective. In fact, the principal focus of the Treasury was on budgetary financing and meeting day-to-day cash flow constraints of the government. It might be fair to argue that collecting banking regulation and budgetary financing under a unified institutional umbrella constituted the single most important distortion in the system. One may go even further and argue that this basic duality in the system resulted in the heavy politicization of banking supervision and regulation. The conflicts involving the two key objectives may be illustrated as follows.
• Possible rehabilitation of banks includes measures such as injecting liquidity through public funds, a measure that comes in direct conflict with the objective of budgetary equilibrium; • Excessive holdings of government securities by under-capitalized banks facilitate cheaper financing of the current government deficit as well as the maturing debt. As a result, the Treasury faces few incentives to regulate the banks concerned. The fragility of the system has been accentuated further by the rapid and yet risky behavior of small-scale banks whose growth has heavily relied on disproportionate holdings of government securities. It might be useful at this point to turn our attention to the kind of motives underlying the behavior of both large and small banks involving resistance to regulation. Large private commercial banks have typically complained by uneven competition induced by the failure to institute regulation over public banks. The distortions created by the significantly higher rates of interest on time deposits offered by the public banks such as Ziraat Bank generated a significant degree of resentment on the part of such large private banks. 23 Small banks, on the other hand, displayed a natural tendency towards resistance of regulation because of their single-minded commitment to asset size growth at all costs. The growth in asset size could only be achieved by high-risk high-return strategy, which would not be allowed in a proper regulatory environment. Added to this was the assumption that they would be bailed out in case of a possible collapse due to the built-in elements of insurance in the system.
Finally, we may highlight some of the strategy games involving large and small players in the system. The myopic bias that appeared to have characterized the behavior of public actors was equally applicable to the case of private actors. Even large private commercial banks appeared to have severely underestimated or simply ignored the increase in systemic risks due to the heavy exposure of banks to government securities. Capitalizing on the failures of small banks, in the event of a crisis, in order to establish greater market share and reduced competition might have constituted another implicit motive underlying the strategic behavior of some of the larger banks.
The Demirbank is an illuminating case in terms of highlighting some of the major dimensions, discussed earlier in this section, pertaining to the political economy of bank regulation in Turkey during the period concerned. Demirbank is a private commercial bank with a long history. It was originally founded in 1953. However its rapid growth is an extremely recent, post-1994 phenomenon. Clear indication of this rapid recent growth is portrayed by a cursory examination involving the share of the bank in the total deposits and assets of private commercial banks as a whole. Demirbank's share of total deposits was 0.8% in 1990, 0.9% in 1994 and 5% in 1999. Similarly its share of total assets was 1.3%, 1.8% and 4.5%, respectively. It is also striking to observe the dramatic increase in the asset size of the bank during the course of the decade. The size of its total assets increased from USD 0.313 billion in 1990 to USD 2.986 billion signifying an increase of more than eighth-fold within a decade. 24 The bank managed to accomplish this unusual growth. Looking back at the behavior of the bank during 2000, one can get significant insight into the dynamics of its aggressive 23 The interest rates reached at certain instances to some 20 percentage points higher than the average rate offered by the privately owned commercial banks.
growth strategy. Elements of this strategy are clearly portrayed in Table 3 , which highlights some key financial indicators of Demirbank with two leading private commercial banks Akbank and Garanti Bank taken as benchmarks for comparison. In retrospect, the Demirbank episode is interesting in terms of understanding the reactions of other banks in the system as well as the contours of regulatory failure on the part of the public authorities. The explosive potential of Demirbank's high-risk high-profit strategy was already well known to participants as well as the regulatory authorities well before the crisis actually Treasury. Stated somewhat differently, the Treasury failed to take full responsibility of the stock of duty losses of the public banks. Consequently, the public banks were forced to borrow from the inter-bank market to finance their day-to-day liquidity needs. Clearly, this inherent deficiency rendered the system extremely vulnerable to an exogenously generated shock. The detrimental effects of this shock might manifest themselves in a striking fashion, if the shock leads to a sudden stop in capital inflow or even worse, to a sudden capital outflow. measure of the magnitude of rent distribution undertaken by public authorities by recourse to public banks since the stabilization program of 1994. 
External Actors and The Construction of Regulatory State: IMF and Its
Role in Banking Sector Regulation
Domestic political environment of Turkey provided few incentives for a smooth transition to a regulatory state both in general terms and with specific reference to the banking sector. In fact, the primary impetus for regulatory reform originated from external sources. However, the role that external actors played, has been a highly discontinuous process. Indeed, discrete steps, taken in the direction of regulatory reform, have only been possible when the autonomous sphere of action of domestic political actors have been substantially undermined following the outbreak of significant economic crises.
The World Bank and the IMF have been the primary external actors responsible for the implementation of regulatory reforms in the economic sphere. The EU may also be considered an as a central actor involved in the process of regulatory reform since part of the Copenhagen criteria relate explicitly to the economic sphere. Compared with her fundamental role as an instigator of reform in the social and political realms, the impact of the EU on regulatory reform has been of secondary importance. The possibility of EU membership has, nonetheless, provided an additional impetus for reform especially in the more recent context.
What is significant for our purposes is that in contrast to its major Latin American counterparts, Turkey faced a double external anchor pushing for regulatory reform during the recent era.
Turning our attention specifically to the case of the banking sector, two major regulatory waves may be identified. Both of these waves represented natural reactions to previous financial crises involving bank failures. In both cases, the key multilateral agencies were heavily involved as the primary actors in the process of instituting regulatory reform. Looking This essentially political dilemma may create significant conflicts in the economic realm. If the Board is autonomous and unrepresentative, it is perfectly possible that its primary focus will be on capital adequacy; hence it will place a low premium on the objectives of high growth and high employment. To be more precise, rigid insistence on capital adequacy criteria may imply a restriction of credit to small and medium size enterprises leading to a loss momentum in their growth performance. The danger however is that a Board which is highly representative but lacks autonomy may end up in the other extreme by placing excessive premium on the growth objective and not paying any attention to the capital adequacy criterion in the process. Our view on this matter is that an autonomous Board is desirable.
Since the growth objective is the primary concern of other institutions such as the Treasury. A process of compromise involving these key institutions may achieve the appropriate policy mix in this scenario. At a purely economic level, the IMF is also open to criticism of displaying a rather myopic bias in its approach to reform. In spite of the growing attached to banking sector reform, perhaps it was not the fundamental issue in terms of the organization's immediate priorities.
Stated somewhat differently, the IMF appears to have placed far more emphasis on correcting the fiscal disequilibrium as opposed to undertaking bank restructuring and regulation. An expost appraisal would suggest that a different sequencing of reforms with banking sector reform receiving immediate priority in the December 1999 program might have helped to avert the subsequent financial crises. 34 Yet another criticism that can be levelled against the 32 Similar logic may apply to the independence of the Central Bank. A highly independent central bank may be able to focus single-mindedly on the inflation control objective. The appropriate mix of growth, inflation and bank regulation could then emerge through a process of comprise involving the three principal bureaucratic agencies. 33 In fact one could also criticize the IMF on the grounds of inconsistent behavior in this respect. The IMF was quite passive in the initial stages when the first set of board members was selected. Yet, it adopted an interventionist approach in the subsequent stages and participated actively in the dismissal of the first set of board members and its replacement by a new group. 34 The issue involving the appropriate mix and sequencing of reforms is not a trivial issue. For example, if the Treasury had assumed the duty loss stock of the public banks at the onset of the program, the problem of shortterm financing of public banks but would have been solved. Yet, the issue of fiscal sustainability might have IMF in the purely economic realm is the following. 
Conclusion
The performance of the banking system is of primary significance for crisis avoidance and sustained economic growth. Our vital premise is that a proper regulation of the banking system is essential for the performance of the sector and the economy as a whole. Our central objective has been to identify and document the key institutional and political forces responsible for the severe under-regulation of the Turkish banking system that has proved to be rather costly in the era of capital account openness.
Attention has been drawn to the endemic problems by the existence of a large budget deficit and the associated perverse incentives arising from the need to finance these deficits. These deficits reflect the existence of powerful pressures for rent distribution as a major element of arisen earlier and the initial optimism could have been undermined and the initial support from the external private actors would not have taken place. 35 discusses the incentives inherent in the stabilization program, which induced private banks to take higher risks in return for higher capital gains. On the other hand, there is another dimension that requires some emphasis. While bank deposits are insured to avoid bank runs, no similar direct mechanism existed for interbank deposits. Prior to the implementation of the program, the Central Bank, being the "Lender of the Last Resort" constituted the implicit insurance mechanism against systemic risks involving interbank deposits. The
Turkey's political economy in recent decades. What is interesting for our purposes is that mechanisms of rent distribution transform over time. This is particularly the case where certain avenues of rent distribution become no longer available due to the actions of external by new banks to the sector has been determined primarily by political criteria, hence making these banks particularly vulnerable to subsequent collapse. Secondly, the Turkish banking sector failed to benefit from the presence of foreign banks whose participation proved to be both peripheral and rent oriented.
The next step in our analysis has involved an explanation of regulatory failure, which has been primarily responsible for the three characteristics that we have identified above. We have highlighted the importance of politicization of the regulatory process due to the direct involvement of the political authority. We have also drawn attention to the absence of sufficient incentives for banks placed under surveillance to restructure themselves. Finally, we have underlined the conflict of objectives that characterized the operations of the Treasury, the main regulatory body as a consequence of which banking regulation failed to receive enough emphasis. The relevance of these concerns is illustrated in detail by recourse to specific examples of the public and private banks that had been at the hearth of the liquidity crises of 2000 and 2001.
Our analysis points out to the possibility of significant transformation in the presence of pervasive political constraints. What is striking however is that change is driven primarily by external actors and manifests itself as a discontinuous process. This discontinuity, in turn, is explained by the fact that the power of the external actors increases and the autonomous sphere of actions of domestic actors shrinks in periods of economic crises.
specific program introduced by the IMF, however, eliminated the Central Bank's ability to implement this From a broader comparative perspective, the Turkish experience highlights the complexities involved in the construction of an effective regulatory state in the presence of acute distributional pressures. Clearly, external agencies like the IMF are open to criticism in that they focus their attention single-mindedly on the regulatory role of the state and underestimate the income distribution consequences of reforms in the process. We would predict that in societies characterized by both low per capita incomes and high inequality, the construction of effective regulatory state is unlikely to proceed in a smooth and linear manner even in the presence of powerful external anchors.
implicit insurance mechanism by specifying a ceiling on its Net Domestic Assets.
